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Introduction
Islamic banking and finance have shown a tremendous growth from year to year. This growth has been supported by the demand for alternative products that are not only Riba free but may also prove to be ways and means to reduce the risk of a financial catastrophe. In the early years of its establishment, the main objective of the Islamic Banks was to provide Shariah compliant products to Muslim Community but now it is being accepted by the NonMuslim Community as well who look at it as a saviour from the risk of financial catastrophe posed by conventional banking. The ever changing global financial markets pose various risks to the financial institutions all over the world including Islamic banks. Risk cannot be avoided as it is part and parcel of banking operations. As conventional banks have to face five major risks; i) credit/default risk, ii) interest rate risk, iii) liquidity risk, iv) underwriting risk and v) operating risk, similarly Islamic banks also face the same. The perception that Islamic banks are free from risk is not entirely correct and can be an understatement.
This study discusses the risks that the Islamic banks are exposed to and also evaluates the level of those risks. As in financial theory, risk and return will have a direct relationship which means that high level of risk will require a high return and vice versa. Refer to Capital Asset Pricing Model (CAPM), a firm should try to generate a return that can compensate the risk.
This study explores the risks that Malaysian Islamic Banks are exposed to in general and the Bank Islam Malaysia Berhad (BIMB) in particular. Malaysia has been selected as a sample for this study because firstly, Malaysia is the first country in the South-East Asia to implement Shariah based Islamic financial institutions (Venardos, 2006) Malaysia is the key player as a country, outside the Middle East, with market share of about 10% in Islamic banking (Swee-Hock & Wang, 2008 the Islamic banking and finance also become one of the major issues to be looked at seriously are a proof to that matter.
The objective of the study is to determine risks and returns in BIMB by making comparison with all commercial and Islamic banks because BIMB was the pioneer of Islamic banking in Malaysia. Second objective is to evaluate the risk and return by doing stock analysis and BIMB was the only one full fledge Islamic banks that were listed in Bursa Malaysia Berhad (formerly known as Kuala Lumpur Stock Exchange or KLSE). Qureshi (1984) claims that equity based financing will increase the exposure of the Islamic bank to risks.
. In comparison to a conventional bank an Islamic bank offers similar products and services such as deposit accounts, various types of financing, credit cards and mortgage. However Islamic bank products are based on concept of profit and loss sharing, while conventional banks are not. Like other financial institutions, risk is among the main challenges and likewise it needs to be addressed properly by Islamic banks to make sure that they operate efficiently.
According to Sundararajan and Errico (2002) , Islamic financial institutions can be riskier than conventional financial institutions due to several reasons including the specific nature of risk and unlimited number of ways to finance a project using either profit & loss sharing or non-profit & loss sharing contracts. Lack of standardisation in each type of contract is also another factor that is why Islamic financial institutions are riskier than its companion. Akkizidis and Khandelwal (2008) explains that the scarcity of hedging instrument, undeveloped inter-bank money markets and a market for government securities which are Shariah compliant, make Islamic financial institutions more vulnerable to unfavourable events than conventional financial institutions. Cihak and Hesse (2008) also argues that Islamic financial institutions pose risk to the financial system that in many regards differ from those posed by the conventional financial system.
In the case of Islamic banks, risks will vary depending upon the types of instruments used in the transactions either in deposit or financing. Sundararajan and Errico (2002) and Venardos (2006) argue that Islamic banks will face greater challenges in identifying and handling risk than conventional banks because of the complexities arising from the nature of the risk for each contract and profit loss sharing concept of certain financing product. While, Rosly and Zaini (2008) and Hassan and Dicle (2005) discuss that, the nature of risk faced by the capital owners in an Islamic bank varies and is unique in accordance to the types of financial instruments it uses, the people it hires to manage the bank and its degree of transparency. Rosly and Zaini (2008) Turen (1996) classify that there are three factors that will influence total risk faced by the Islamic banks; i) risk originates from the new classification of the deposit holders, ii) risk in Islamic banks will depend on the level of the coverage of the interest charges ratio(net operating income over interest charges), and iii) risk related to the new status of the loans given by Islamic banks. Basically the first and second factor will tend to lower the risk level in Islamic banks, however third factor which is related to the status of the loans given by the banks, since Islamic banks also offering loan or financing based on profit sharing it will increase the risk to the banks.
Credit and Market Risk in Islamic banks
Credit and market risk are the main concern of this paper, because it has been identified as the main risks that influence banks' performance and banks' failure. Credit and market risk fall under financial risk groups in Islamic financial institutions (Iqbal & Mirakhor, 2007) .
Credit Risks
Arunkumar and Kotreshwar (2005) found out that credit risk contributes 70% of the total risk in banks and another 30% is shared by market and operational risk. Commercial banks' managers were aware that credit risk is the big gorilla, completely dominating other risk types as a source of bank insolvencies (Carey & Stulz, 2005) . Khan (2003) claims that credit risk is the most important source of banking instability and capital is widely recognized as an effective safeguard against the insolvency of banks. Basel Committee, the international banking supervisory body also claim that the largest source of serious banking problems is credit risk, the risk of counter party default.
Credit Risk is defined as risk that the value of portfolio may change due to the unexpected changes in the credit quality of issuer or trading partner (McNeil, Frey, & Embrechts, 2005) . Marrison (2002 ), Hull (2007 and Arunkumar and Kotreshwar (2005) defined credit risk as the possibility of the borrower, bond issuers or counter-parties defaulting or being unable to meet the contractual obligation and repay back the promised amount. However, Marrison (2002) groups credit risk into the following groups: i) default on a loan, ii) a bond issuer who fails to make payment promised to the bondholder and iii) in trading operation.
Credit risk will exist in almost all of the instruments or products offered by the banks, the only difference is the degrees of the exposure and how the banks mitigate it. For traditional banking, lending activities is considered as a credit risk business. However, for Market risk is a risk that a bank may experience due to unfavourable movements in market price (Greuning & Iqbal, 2008 ) and it will arise from the changes in the prices of equity instruments, commodities, fixed income securities and currencies. Refer to IFSB 1 (2005) market risk is defined as the risk of losses in on and off-balance sheet positions arising from movements in market prices i.e. fluctuations in values in tradable, marketable or leasable assets (including sukūk) and in off-balance sheet individual portfolios (for example restricted investment accounts). The risks relate to the current and future volatility of market values of specific assets (for example, the commodity price of a Salam asset, the market value of a sukūk, the market value of Murābahah assets purchased to be delivered over a specific period) and of foreign exchange rates. Islamic banks are restricted to invest or involved in the business that has high profile of risks. This limitation will affect the returns of investment for Islamic banks.
4 Khan (2003) argue that judgemental ranking procedures is an acceptable measure of risk. Indeed most regulatory parameters such as minimum capital requirement of 5% core capital and 8% total capital and risk weighting of asset are all based on judgemental.
Research Methodology
Bank Islam Malaysia Berhad (BIMB) has been taken as a sample case for this study. In order to analyze the risk and return relationship this study used two approaches.
First is financial ratio approach. Return on assets (ROA), return on equity (ROE) and the ratio The ratio of non-performing loans to the total loans (CR) is calculated to measure the credit risk level. The higher non-performing loans (NPLs) relative to total loans portfolio will increase the credit risk exposure in the banks. In table 3, the results show a contradictory finding with respect to ROA and ROE, even though BIMB has higher ratio of non-performing loans to total loans as compared to commercial banks, total risk is low as the coefficient of variations is low. This may be due to the types of loans that BIMB offer and requires another study to answer the situation. Risk and return analysis of stock is another method used to examine the performance of the banks. Financial statement analysis only gives us a basic overview about bank performance and risk involved. Turen (1996) explains that bank's stock price movements can be analyzed to access a bank's performance and the risk involved. This study determine the risk and return characteristic of BIMB's stock and then compare it with other stocks of finance sector listed at Bursa Malaysia(Malaysian Stock Exchange). The average annual return of each stock was calculated for a period 10 years from1999 to 2008. The average annual return is calculated by using the following formula Where : R i = Rate of return on common stock (i) P t = Market price at the end of period (t) P t-1 = Market price at the end of period (t-1) C t = Cash flow income received during the (t) period
From the average annual return, standard deviation and coefficient of variations for each stock are calculated in order to determine the risk and return and the results are exhibited in Table 5 .
The results also assign ranking to each stock based on average annual return, standard deviation and coefficient of variations.
Referring to the average annual return and coefficient of variation performance of BIMB stock is ranked 25 out of 28 stocks. For the period of ten years, the average return was just only 5.4% as compared to other commercial banks and companies in the finance sector that can generate a double digit average annual return. This lower return might be due to the lower risk activities in the BIMB. As it can be seen from the ranking of standard deviations, BIMB was in 8 th ranking out of total market. Refer to the basic financial theory, lower risk activities or investment will only generate a lower rate of return. Thus this theory is proven by the result of this study of the risk and return in BIMB, however referring to the ranking based on coefficient of variation, BIMB has higher risk in comparison to other companies. The results suggest that BIMB needs more efficiency in running its operations and managing the risk involved. From the 28 stocks of finance sector listed at Bursa Malaysia, three industries can be identified: i) Banking (10 stocks), ii) Investment Company (11 stocks) and iii) Insurance (7 stocks). Table 6 above, summarizes the risk and return for each industry and compare it with BIMB. From the result, BIMB is having a low average annual return if compared to the banking, investment companies and insurance. However in terms of standard deviation the risk is high and is comparable to the investment companies and yet the return is much lower for BIMB. When we compare in terms of the profit maximization (it can be explained by the coefficient of variations value), BIMB profit level is not in the maximum level. It probably due to two factors; first, BIMB has not fully utilized the assets and second, the risk has not been properly managed.
Prediction Results for Islamic banks Amount of Financing in 2010
Time series prediction has been used to predict the amount of total financing by Then the prediction has been done by using the following equation:
It is assume that there are no constant value and trend lines in the prediction. Table 4 below summarizes the result from the prediction. All predications are significant at 95% significant level. The coefficient value explains the percentage increase in the amount of financing for each concept. For example, the amount for BBA will increase by 1.0244 for every million ringgit. Detail amount of prediction for the period of 2010 is in appendix I. From the prediction results it indicates that, the amount of all concepts of financing for Islamic banks in Malaysia will increase in 2010. Musyarakah is one of the concept that predicted will have very tremendous increase in amount of financing followed by Ijarah and
Murabahah. This prediction results, give a signal that the amount of risk related to that financing will also increase. Thus it will require Islamic banks to have a better risk management in order to make sure that the risk is in the minimum level. The risk management is very important to ensure the survival of Islamic banks in the future. This study has conducted the empirical analysis for BIMB and Islamic banks in Malaysia by doing risk and return analysis using two approach; financial ratio and stock analysis. This study also predicts the amount of total financing for each concept for 2010.
From the result of first approach, BIMB are underperforming in comparison to conventional banks based on their ROA and ROE while also perceive higher risk.
As for stock analysis the results are consistent with the financial ratio analysis, out of 28 stocks of finance sector listed at Bursa Malaysia, BIMB is ranked 25 in terms of average return for the period of ten year i.e. from 1999 to 2008. The coefficient of variations is also ranked 25 and it shows that BIMB risk is higher as compared to other stocks. This result is contradicted with Turen (1996) where he finds that Islamic bank in Bahrain is better than other banks. This difference might be due to different time period of the study and also different economic position of both the countries.
The empirical result gives a signal not only to BIMB but also to other Islamic banks in Malaysia about the risk to be faced by them in future. The forecast for financing show an increasing trend for each concept and it means that Islamic banks need proper risk management to cater the increasing demand. Proper risk management is important to make sure the survival of Islamic banks in the future.
Further study should be done to empirically identify the risk exposure for each concept of financing in Islamic banks. It is because each concept of financing will have different type of risk exposure.
